SN 2000(14)

Passive Investment Companies

PURPOSE: This Special Notice provides guidance regarding
the formation and operation of a Passive Investment Company
(PIC) in Connecticut.

EFFECTIVE DATE: Forincomeyearsof the PIC beginning on or
after January 1, 1999, and for the income year of the federal
consolidated group of which the PIC isamember beginning on or
after January 1, 1999.

STATUTORY AUTHORITY: Conn. Gen. Stat. 8812-213, 12-217u,
12-218b, and 12-226a.

RELEVANT DEFINITIONS:

Passive | nvestment Company means any corporation which isa
related person to a financial service company or to an insurance
company, and

»  Employsnot lessthan five full-time equivalent employeesin
the state;

e Maintains an office in the state; and

» Confinesits activities to the purchase, receipt, maintenance,
management and sale of its intangible investments, and the
collection and distribution of the income from such
investments.

Conn. Gen. Sat.§12-213(a)(27)

Related Person means
e A corporation, limited liability company, partnership,
association or trust controlled by the taxpayer;

* Anindividual, corporation, limited liability company,
partnership, association or trust that is in control of the
taxpayer,

e A corporation, limited liability company, partnership,
association or trust controlled by an individual, corporation,
limited liability company, partnership, association or trust that
isin control of the taxpayer; or

* A member of the same controlled group asthe taxpayer.
Conn. Gen. Sat 812-218b(a)(18)

I ntangible I nvestmentsare limited to

e Loansasdefined in Conn. Gen. Stat. §12-218b(a)(10) secured
by real property, asdefinedin Conn. Gen. Stat. 812-218b(a)(11),
whichincludealine of credit secured by real property, such as
a home equity loan or construction loan, and which permits
future advances by the PIC. Mortgage-backed securities,
such ascollateralized mortgage obligations or interestsin real
estate mortgage investment conduits, are not loans secured
by real property.

e Thecollatera or aninterest inthe collateral that secures such
loans, if the sale of such collateral or interest is actively
marketed by or on behalf of the PIC.

e Short-terminvestments of cash which meansany investment
with a stated term of less than three months, or that can be
converted to cash within three months. For example, funds
lodged with or loaned to arelated person of the PIC, such as
a due to/due from account or sweep account with a related
bank, or the investment of escrow accounts established in
connection with aloan secured by real property.

For example, stock in asubsidiary isnot an intangibleinvestment.
Financial Service Company means

« Any corporation or other business entity registered under
the laws of any state as abank holding company or registered
under the federal Bank Holding Company Act of 1956, or
registered as a savings and loan holding company under the
Federal National Housing Act;

e A national bank organized and existing as a national bank
association pursuant to the provisions of the National Bank
Act;

e A savings association or federal savings bank as defined in
the Federal Deposit Insurance Act;

e Any bank, banking association, trust company, savings and
loan association or thrift institution incorporated or organized
under the laws of any state, or any other corporation or other
business entity, the deposits or accounts of which are insured
under the Federal Deposit Insurance Act or by the Federa
Deposit Insurance Corporation;

e Any corporation organized under the provisions of 12 USC
§8611t0631;

« Any foreign bank that has an agency or branch, asdefined in
12USC 83101,

e A credit union organized under thelaws of any state, theloan
assets of which exceed fifty million dollars as of thefirst day
of itsincome year;

e A production credit association organized under the federal
Farm Credit Act of 1933, all of whose stock held by the Federal
Production Credit Corporation has been retired;

*  Any company whose voting stock is more than 50% owned,
directly or indirectly, by any entity listed above, or by an
insurance company, other than an insurance company or a
company that has morethan 50% of its grossincome from one
or more of the following sources other than from sales to a
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related person: manufacturing, construction, mining,
transportation, and public utilities, retail or wholesale trade,
other than theretail or wholesaleddlivery of financial services
as described below, or agriculture, forestry, and fishing;

»  Any company other than aninsurance company or areal estate
broker, which derives 50% or more of its gross income from
one or more of the financial services or activities listed in
Conn. Gen. Stat. §12-218b(a)(6)(J)(i), such asloans, letters of B.
credit, underwriting, brokerage of securities, investment
advisory or investment banking services, etc. C
Conn. Gen. Sat. §12-218b

Insurance Company means any corporation, limited liability
company, association, partnership or combination of persons
doing any kind or form of insurance business other than afraternal
benefit society. (Conn. Gen. Stat. §12-218b(a)(8))

GENERAL PRINCIPLES: A PICisnota“Taxpayer” under Conn.
Gen. Stat. 812-213(a)(1) and, therefore, is not subject to the
Connecticut corporation business tax. In addition, a dividend
received, directly or indirectly, from aPIC doesnot constitute gross
income” withinthe definitionin Conn. Gen. Stat. §12-213(a)(9)(C).

STATUTORY REQUIREMENTS FOR A PIC:
A. A PIC must employ not less than five full-time equivalent
employeesin Connecticut.

*  Full-timeemployment isbased on a 35 hour work week.

»  Part-time or dual employees may be used in calculating
the number of full-time equivalent employees. The PIC
must employ that number of full-time, part-time, and/or
dual employeesthat, when cal cul ating the amount of time
such employeeswork on PIC-related matters, will add up
to at least five full-time equivalent employees. Inorder to
eliminate the use of de minimisamounts of time, no more
than twenty-five (25) employees’ time may be allocated
to attain the requisite five full-time equivalent employees
of aPIC.

« SafeHarbor Test: Inlieu of relying on actual timerecords
maintained throughout the year, taxpayers may use an
annual safe-harbor test based on the employees’ time
recordsfor either thefirst month of the taxable year or for
an average of the first three months in such taxable year
(“the applicable period”). For a PIC'sfirst taxable year,
the applicable period shall be the first 30 days after it
begins commercial operations or an average of the first
three months after it begins commercial operations. If the
time worked on PIC business by the twenty-five (25) or
less employees, as determined from their time records
during the applicable period, constitutes the equivalent
of five full-time employees and the applicable period is
representative of itslevel of employment throughout the
year, the PIC may rely on such determination for theentire
year. Form CT-1120 PI C, Information Return for Passive
Investment Companies, enables a PIC to affirm that the
applicable period sel ected isrepresentative of, or generally
no lessthan, itslevel of employment throughout the year.
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« Use of a common paymaster is permitted in
accordance with Treas. Reg. §31.3121(s)-1. There
shall exist sufficient evidence of employment status
if computerized payroll records use a different
identifier field to identify full-time or part-time PIC
employees or dual employeeswho are employed by
thePIC.

A PIC must maintain an office in Connecticut that is either
owned or leased.

A PIC must confine its activities to the purchase, receipt,
maintenance, management and sale of its intangible
investments, and the collection and distribution of theincome
from such investments, including (but not limited to) interest
and gains from the sale, transfer or assignment of such
investments or from the foreclosure upon or sale, transfer or
assignment of the collateral securing such investments.

*  Permitted activities: Activitiesrelated to thetransfer of a
loan to the PIC, including preparation of transfer
documents, assignment of mortgage etc.; loan payment
billing, processing and recording activities; responding
to loan inquiries; the establishment, review, record-
keeping, and management of |oan-related escrows (such
asescrowsfor taxes, insurance, etc.), and activitiesrelated
to the items for which an escrow is maintained (such as
obtaining insurance policies and binders, payment of
premiums and taxes); review of requests for, and
processing of, advances under lines of credit and
construction loans held by the PIC, aswell asreductions
or increases in the amounts permitted to be advanced
under such lines of credit and construction loans; review
and management of delinquent loans held by the PIC;
collection and foreclosure activity associated with loans
held by the PIC; maintenance, management, marketing,
and sale activities related to foreclosed properties held
by the PIC; activities related to the refinancing or
restructuring of a loan held by the PIC; bookkeeping,
accounting, and auditing activitiesrelated to PIC permitted
activities, assetsand/or intangibleinvestments; operation
and management of PIC offices and personnel (such as
allocation of time spent relating to PIC personnel matters
- hiring, review, firing, benefits, etc. - and the day-to-day
operations of the PIC-information systems, furniture, and
equipment); maintenance and management of cash
investments held by the PIC.

Examplesof incomethat can beearned by aPIC: mortgage
interest; points paid in connection with the origination of
aloan, to the extent that the points are transferred to the
PIC in accordance with Financial Accounting Standards
Board 91; gainsand losses from sales of PIC loans, sales
of the collateral securing such loans, and from the
management of collateral that secured a PIC loan while
such collateral was held pending asale.

«  Prohibited activities: The review and processing of loan
applications; the closing of theinitial loan; the servicing
of loans not held by a PIC; holding aloan solely for the
purpose of sale (other than to a related party); provided




however, that any loan whichissold to an unrelated party
after being held for 90 days or more from the date of
origination shall not be considered aloan held solely for
the purpose of the sale; and any other activities which
clearly do not constitute permitted activities of aPIC.

D. Formation. A corporation shall qualify asaPIC initsinitial

year of operation so long as the above-referenced statutory
requirements are satisfied as of the beginning of the PIC's
commercial operations (which may be after its date of
incorporation) and the PIC does not engage in any activities
unrelated to its start-up and preparation for operation of aPIC
prior to the beginning of commercial operations.

OPERATIONAL ISSUES:
A. Allocation of Expenses and Employee Costs

e Genera Principles: PIC-related expenses and costs may
be allocated to aPIC on any reasonable basisprovidedin
|.R.C. 8482 and the regul ations provided thereunder. For
example, the taxpayer may use one method to calculate
expenses associated with an office used by a PIC, such
as rent, utilities, taxes, etc., and another method to
determine the employee costs, such as salaries and
benefits allocable to the PIC. However, the use of such
methods will require the taxpayer to maintain adequate
books and records sufficient to permit the Department to
verify the allocation of expenses and employee costs to
the PIC. (SeeTreas. Reg. §31.482-2(b)(3).) Suchalocation
of expenses and costs between the taxpayer and the PIC
shall not be subject to Connecticut sales and use taxes.

» Safe Harbor Elections: In lieu of using any one of the
methods permitted under 1.R.C. 8482, taxpayers will be
allowed to make one of two alternative safe harbor
elections on its tax return each year in determining the
reasonabl e allocation of expenses and employee coststo
aPIC. The first is the Percentage of Time Method and
the second is the Percentage of Loans Method. Use of
either method will protect a taxpayer from adjustments
pursuant to Conn. Gen. Stat. 812-226a. However, the
method selected for a particular year must be applied
consistently to all expenses and employee costs on an
“al or nothing” basis. For example, ataxpayer may not
choose one method for certain expenses and another
method for other costs.

e Percentageof Time: Under thismethod, PIC-related
expenses and employee costs may be allocated on
the basis of theratio of the number of PIC employees
to the total number of employeesin the PIC and its
related financial service company. The number of
PIC employees may be determined either from the
employees' timerecordsused in calculating thefive
full-time equival ent employees under the saf e harbor
test, or from actual time records for those taxpayers
that do not rely on the safe harbor test. However, no
employee that expends less than 20% (.20) of hisor
her time on PIC business shall be included in the
calculation of the number of PIC employees for
purposes of determining the ratio.
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e Percentageof Loans: Under thismethod, PIC-related
expenses and employee costs may be allocated on
the basisof theratio of the number of PIC loansto al
loans serviced by the PIC and its related financial
service company. Such ratio shall be based upon the
average number of loans held during the first month
of aPIC’staxableyear or first 30 daysafter it begins
commercial operationsfor itsfirst taxable year and
the average number of loans held during the last
month of a PIC’s taxable year. This method may be
used by any entity that employs five or more full-
time employees on PIC business without the need to
allocate employees' timein order to qualify for PIC
status. Under certain circumstances, mortgage loans
that would otherwise qualify to bein the PIC might
not betransferred toit. For example, mortgage loans
that are not transferred to the Pl C because of reserve
requirements and loans that the taxpayer sells and
continues to service would not be included in the
number of PIC loans. However, these loans would
be included in the total number of loans issued by
the taxpayer.

* Nonallocated expenses. Certain expenses may hot be
included in the pool of expenses that will be partially
allocated to the PIC under the general principles or safe
harbor elections noted above. They are:

e Interest on borrowings, deposits, and escrows,

e FDICinsurance premiums; and

« Investment banking fees relating to mergers,
acquisitions and other extraordinary transactions.

B. Pledgeto Federa HomeLoan Bank

A financial service company may pledge the stock of aPIC
and/or the PIC may issue aguarantee, or enter into asuretyship
agreement, and/or pledge its assets or loan portfolio to a
Federal Home L oan Bank or successor organization (“FHLB")
in connection with or to secure any advance made by the
FHLB to arelated person of the PIC or the PIC itself. Anda
PIC may execute the Asset Pledge Agreement, Stock Pledge
Agreement, and Suretyship Agreement as currently required
by the FHLB, as well as any other agreements and/or
documentsthat may be necessary in order to comply with any
existing or future FHL B or other requirements related to any
advance made or to be made by the FHL B to arelated person
of the PIC or to the PIC itself.

C. Transfer of Intangible InvestmentstoaPIC

« Afinancial service company may contribute or otherwise
transfer loansto aPIC with aright of recourse against the
transferor. Consequently, a loan with recourse against
the transferring bank would be regarded as a permitted
investment for aPIC.

e For the purposes of PIC qualification, loans may be
assigned as part of a general or specific assignment
without the need to re-record the underlying mortgage.
Whether such re-recording is required for any other
purposes under the law is beyond the scope of this
publication.



D. Useof Name of Bank by PIC Personnel

A PIC may usethe name of thelending bank. However, aPIC
must have averifiable code or other means of identificationin
order to properly identify PIC transactions.

E Documentation

All transactions between afinancial service company (or one
of itsaffiliates) and aPl C should be documented. For example,
if the PIC isto lease space or share costswith arelated person,
a written lease or cost-sharing agreement, or both, should
evidence such transactions. Such agreement need not specify
which expense allocation method shall be employed by the
parties, so long as the method actually employed meets the
requirements set forth in this section.

ACCOUNTING/TAX ISSUES:
A. Annual Information Return/Statute of Limitations

A PIC will be required to file an annual information return,
Form CT-1120 PIC. Thefiling of such return will start the
running of the statute of limitations relating to possible
deficiency assessments.

B. Adjustments Pursuant to Conn. Gen. Stat. 812-226a

The commissioner will not exercise his discretion to make
adjustmentsunder Conn. Gen. Stat. §12-226aeither: (a) onthe
transfer of aloan (and the resulting future income stream) by
afinancial service company to aPIC, whilethefinancial service
company maintains the burden of the interest expense and
other costs associated therewith, or (b) on the transfer of a
bad loan by a PIC (and potential loss) back to the financial
service company which originated the loan. However, the
commissioner reservestheright to reallocate other expenses,
costs, and items of income if: (1) the “safe harbor elections’
for allocation of expenses and costs are not used, and (2) the
method used is determined by the commissioner to require
reallocation in order to properly reflect the activity, business,
income or capital to Connecticut.

C. PICDisgudification
A PICwill bedisqualifiedif it engagesin prohibited activities
(seepage 2). Such PIC may requalify asaPIC in asubsequent
taxable year if it ceases to engage in prohibited activities.

D. Related Expensesfor Dividendsfrom PIC

No add-back of expenses related to dividends from aPIC is
required.

REGISTRATION: A PIC is required to register with the
Department of Revenue Services by completing Form REG-1,
Application for Tax Registration Number. For additional
information, call the Department’s Registration Unit at
860-297-4885.

EFFECT OF THIS DOCUMENT: A Specia Noticeisadocument
that announces anew policy or practicein response to changesin
State or federal laws or regulations or to judicial decisions. A
Special Noticeindicatesthe Department’sinformal interpretation
of Connecticut tax law and may bereferred to for general guidance
by taxpayers or tax practitioners.

FOR FURTHER INFORMATION: Pleasecall the Department of
Revenue Services during business hours, 8:00 am. to 5:00 p.m.,
Monday through Friday:

» 1-800-382-9463 (toll-free within Connecticut), or

» 860-297-5962 (from anywhere)

TTY, TDD, and Text Telephoneuser sonly may transmit inquiries
24 hoursaday by calling 860-297-4911.

FORMS AND PUBLICATIONS: Forms and publications are

availableall day, seven daysaweek:

 Internet: Preview and download forms and publications from
the DRSWeb site: www.dr s.state.ct.us

* DRSTAX-FAX: call 860-297-5698 from the handset attached
to your fax machine and select from the menu

* Telephone: call 860-297-4753 (from anywhere), or
1-800-382-9463 (toll-free within Connecticut) and select
Option 2 from atouch-tone phone
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